PDYPIPFFTFT TIPS TFIIPIPIPIIIPEIIIPFPIIOIOSIIIISSIOE

HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED FINANCIAL STATEMENTS
AND

SUPPLEMENTARY INFORMATION

DECEMBER 31, 2007 AND 2006

CPAs/ADVISORS

*blue



T G R R T R R R TR R R RS R EEERNEEREEEREERERERE

HOWARD REGIONAL HEALTH SYSTEM

TABLE OF CONTENTS
DECEMBER 31, 2007 AND 2006
Page
Report of Independent AUdItOrs..............c.oooiiiiiii e 1
Required Supplementary Information
Management’s Discussion and Analysis (Unaudited) ..........ccooeiiiiiniin i, i
Consolidated Financial Statements
Consolidated Balance Sheets ... et e 3
Consolidated Statements of Revenues, Expenses and Changes in Net Assets ........ 5
Consolidated Statements of Cash FIOWS........ccociiviii e 6
Notes to Consolidated Financial Statements......cc.ccoviiiicic e 8
Supplementary Information
Consolidating Balance Sheets - December 31, 2007 .....o.oooivieimieeeriereeeiet e 26
Consolidating Statements of Revenues, Expenses and
Changes in Net Assets - Year Ended December 31, 2007 .....oooviiiieeereeviinnennen, 28
Consolidating Balance Sheets - December 31, 2006........ccccccvviivierieniinies e 29
Consolidating Statements of Revenues, Expenses and
Changes in Net Assets - Year Ended December 31, 2006 ........c.oooeeeeeiiiiininne, 31




CPAs+ADVISORS

*blue

Blue & Co., LLC /7 One American Square, Suite 2200 ¢ Box 82062 / indianapolis, IN 46282
main 317.633.4705 fax 317.633.4889 emall blue@blueandco.com

bineandco.com

REPORT OF INDEPENDENT AUDITORS

Board of Trustees
Howard Regional Health System
Kokomo, Indiana

We have audited the accompanying consolidated balance sheets of Howard Regional
Health System (the System), as of December 31, 2007 and 2006, and the related
consolidated statements of revenues, expenses and changes in net assets and cash
flows for the years then ended. These consolidated financial statements are the
responsibility of the System’s management. Our responsibility is to express an opinion
on these consolidated financial statements based on our audits. We did not audit the
financial statements of the Howard Regional Health System Foundation, Inc. {the
Foundation), a blended component unit, whose statements reflect total assets of
$5,168,664 and $5,347,363 as of December 31, 2007 and 2006, respectively, and total
revenues of $98,985 and $267,543, respectively, for the years then ended. Those
statements were audited by other auditors whose report has been furnished to us, and
in our opinion, insofar as it relates to the amounts for the Foundation, is based solely on
the report of the other auditors.

We conducted our audits in accordance with auditing standards generally accepted in
the United States of America, Government Auditing Standards, issued by the
Comptroller General of the United States, Guidelines for Examination of Entities
Receiving Financial Assistance From Governmental Sources and Guidelines for Audits
of County and City Hospitals by Independent Certified Public Accountants issued by the
Indiana State Board of Accounts. Those standards require that we plan and perform
the audits to obtain reasonable assurance about whether the consolidated financial
statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the consolidated financial
statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
consolidated financial statement presentation. We believe that our audits and the report
of the other auditors provide a reasonable basis for our opinion.
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Board of Trustees
Howard Regional Health System
Kokomo, Indiana

In our opinion, based on our audits and the report of the other auditors, the consolidated
financial statements referred to above, present fairly, in all material respects, the
consolidated financial position of the System as of December 31, 2007 and 2006 and
the results of its consolidated operations, changes in net assets and cash flows for the
years then ended, in conformity with accounting principies generally accepted in the
United States of America.

Management’s discussion and analysis as [isted in the accompanying table of contents,
is not a required part of the basic consolidated financial statements, but is
supplementary information required by accounting principles generally accepted in the
United States of America. We have applied certain limited procedures, which consist
principally of inquiries of management regarding the methods of measurement and
presentation of the required supplementary information. However, we did not audit the
information and express no opinion on it.

Our audits were made for the purpose of forming an opinion on the basic consolidated
financial statements taken as a whole. The consolidating statements as listed in the
accompanying table of contents are presented for purposes of additional analysis and
are not a required part of the consolidated financial statements. Such information has
been subjected to the auditing procedures applied in the audits of the consoclidated
financial statements and, in our opinion, is fairly stated, in all material respects, in
relation to the consolidated financial statements taken as a whole.

In accordance with Government Auditing Standards, we have issued, under separate
cover, our report dated May 19, 2008, on our consideration of the System'’s internal
control over financial reporting and on our tests of its compliance with certain provisions
of laws, regulations, contracts and grants agreements and other matters. The purpose
of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing and not to provide an opinion on
the internal control over financial reporting or on compliance. That report is an integral
part of an audit performed in accordance with Government Auditing Standards and
should be read in conjunction with this report in assessing the results of our audits.

Blue L Co., LLC
May 19, 2008
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

This section of Howard Regional Health System's (the System) annual consolidated
financial statements presents background information and management’'s discussion
and analysis of the System'’s consolidated financial performance during the year ended
December 31, 2007. This MD&A includes a discussion and analysis of the activities and
results of the System, its blended compcnent unit, Howard Regional Health System
Foundation, and its majority owned subsidiaries as described in the notes fo the
consolidated financial statements.

This MD&A should be read together with the consolidated financial statements included
in this report.

The System has two county-owned facilities and operates under the Indiana County
Hospital Law, Indiana Code 16-22. It has a licensed and staffed 150-bed acute regional
hospital and a 30-bed regional rehabilitation hospital both located in Kokomo, Indiana
serving a nine county region in north central Indiana. The System provides short-term
inpatient and outpatient health care among other services,

The Board of County Commissioners of Howard County appoints the Governing Board
of the System and a financial benefit/burden relationship exists between the County and
the System. For these reasons, the System is considered a component unit of Howard
County.

HIGHLIGHTS OF THE YEAR ENDED DECEMBER 31, 2007

In late 2005, the Howard Regional Health System Board of Trustees approved a
challenging three-year strategic plan that put into motion some very exciting
opportunities for Howard. The strategic plan focused on four goals, some of which
came to fruition in 2007:

1. Growing Volumes

Because the population of our primary service area is not expected to grow over the
next five years, we plan to expand the geographic area we serve by moving more
aggressively into the counties surrounding Howard County. In 2007, we continued
investigating ways of doing this. Another strategy is to target the Medicare population.
In order to be able to accommodate the increased number of patients this will bring to
our System, we continue to look at ways to increase our current capacity.

2. Protecting and Enhancing Revenues
Partnering with our physicians and looking at procedures and specialties that bring in

higher revenues are two of the strategies we continue to pursue in order to meet this
goal.
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS {(UNAUDITED)
DECEMBER 31, 2007 AND 2006

3. Focusing on High End Services

In addition to our new Emergency Department and our commitment to that service area,
we have been looking at cardiology, neuro/stroke, gastro, general surgery, orthopedics
and imaging. In some of these areas, we have already recruited top-level physicians
and planned for needed technology and facilities.

4. Enhancing Operations

While we continue to provide high quality care, we are looking at ways to reduce our
operating expenses. This is challenging, as we must also improve our infrastructure
and invest in technology, both necessary to attract high caliber physicians and enhance
the practices and productivity of our current physicians.

Strategic Initiatives Introduced in this Plan and Realized in 2007

Cardiology Service Enhancements

The System has provided accredited diagnostic cardiovascular services to our region
for years. Investigating areas of need in North Central Indiana, we discovered that
every year 300-350 patients from our service area who require cardiac surgery go to
Indianapolis or other large cities for this. Projections showed that these numbers would
continue to grow. (Also, in January 2006, the American College of Cardiology
recommended on-site cardiac surgery for hospitals performing coronary interventions.)

After more than a year of planning, open heart surgery was introduced at the System in
2007. in addition to coronary artery bypass graft surgery, heart valve replacement and
valve repair, our cardiothoracic surgeon also brought expertise in minimally invasive
and traditional lobectomies and other lung surgeries, particularly for tung cancer,

Based on the success of the System’s interventional cardiology program, the System
was asked to be one of only six hospitals nationally to serve as a teaching site for a
Boston Scientific iLab Intravascular Ultrasound (IVUS). The IVUS gives doctors the
ability to see what angiogram Z-rays do not show - a 360 degree inside view of a
patient’s blood vessels. This view shows lesions and plaque deposits and allows for
more precise measurement of vessel dimensions. It helps physicians effectively
determine the information they need to perform angioplasty and place stents.

In developing our open heart program, the System made a commitment to the
sophisticated technology it requires. As a resuit, the System was the first indiana
hospital to have the SPYTM Intra-operative Imaging System. SPY allows surgeons to
see how well blood is flowing through a new graft so that necessary corrections can bhe
made during the operation. Without this technology, surgeons must wait until after the
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

surgery to determine whether grafts are successful. Unsuccessful grafts can lead to
complications and repeat surgery.

Physician Recruitment

During 2007, we successfully recruited six physicians to the System's roster: Dr. Syed
Hasan, psychiatry; Dr. Robert Kinsey, OB/GYN: Dr. Gerald Maesaka, family medicine;
Dr. Soundos Moualla, interventionai cardiology; Dr. David Sedaghat, internal medicine
and pediatrics; and Dr. Ryan Trauring, internal medicine.

Facility Growth
Emergency Department

July 2007, we opened our new $9.9 million, 27,655 square foot Emergency Department,
significantly expanding the size and capabilities of this department. The new
Emergency Department offers traditional emergency services as well as a 12-hour “fast
track” area and 25 exam rooms. The new ED includes a private triage area, a spacious
visitor's lounge with a canteen, and a children's play area.

Birthing Center and Medical/Surgical Unit

Work on our new Birthing Center and Medical/Surgical unit moved forward and opened
early 2008, adding 29 private rooms: 13 medical/surgical rooms and the balance as
additions to the Howard Regional Birthing Center.

Replay Physical Therapy

The early 2007 joint venture purchase of Replay Physical Therapy has expanded both
inpatient and outpatient rehabilitation services and the System’s continuum of care.
Replay specializes in the treatment of orthopedic, neurological and sports-related
injuries and has provided physical, occupational, spesch and vocational rehabilitation
from its two locations in Kokomo and Noblesville,

Imaging Center

The System took over operation of the Imaging Center on January 1, 2008. Doing so
allowed us to begin offering inpatient MRI services at our Main Campus, addressing
patient safety and quality of care issues and, at the same time, realize some operational
efficiency. In addition to the outpatient services available at the Imaging Center, several
concepts to expand the use of this facility for the continued growth of services important
to our community are being discussed.

e



HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

QUALITY & SAFETY

The Centers for Medicare & Medicaid Services (CMS) has developed a set of core
quality indicators to benchmark hospitals. The System participates in the reporting of
this quality data to CMS on three patient populations: acute myocardial infarction (heart
attack), congestive heart failure and pneumonia. We have also begun a surgical care
improvement project.

During 2007, the System also joined with hospitals across the state to fulfill Governor
Mitch Daniels’ executive order mandating reporting of occurrences of any of 27 adverse
medical events, most of which are preventable medical errors that result in death,
serious disability or significant injury. The first report was published in March 2007.
The System had no events to report.

The System joined the Institute for Healthcare Improvement’s “Save 100,000 Lives”
campaign in 2005, which focused on prevention of unnecessary deaths. By the time the
campaign ended in July 2006, we had adopted all six of the |HI's safety measures. In
December 2006, Howard made a commitment to be part of the |Hi “Protecting Five
Million Lives” campaign, which focuses on medically-induced injuries. The campaign
will run until December 2008 and includes the following steps:

s Preventing pressure ulcers by reliably using science-based guidelines for
prevention of this serious and common complication.

¢ Reducing Methicillin-Resistant Staphylococcus aureus (MRSA) infection through
basic changes in infection control processes throughout the hospital.

* Preventing harm from high-alert medications starting with a focus on
anticoagulants, sedatives, narcotics, and insulin.

¢ Reducing surgical complications by reliably implementing the changes in care
recommended by the Surgical Care Improvement Project.

¢ Delivering reliable, evidence-based care for congestive heart failure to reduce
readmission.

o (Getting Boards on board so they can become more effective in accelerating the
improvement of care.

LOOKING AHEAD TO 2008

We have recently broken ground for a medical office building adjacent to our West
Campus Specialty Hospital. This facility, scheduled for completion in the fall of 2008, will
house Kokomo Pulmonary and allow that growing practice to expand and add a
physician later this year.
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

We are also working on bringing the long-awaited Long Term Acute Care Hospital
(LTACH) to our West Campus. This 26-bed facility is scheduled for completion in the fall
of 2009.

Quality, patient safety and patient satisfaction will continue to be priorities at the System
in the year and years ahead. Working with guidelines provided by many quality-based
groups including Malcolm Baldrige, the Studer Group, CMS, IHI, Leapfrog and others,
we are committed to providing exceptional quality care with compassion and respect for
those we serve.

CONSOLIDATED FINANCIAL STATEMENTS

The System's consolidated financial statements consist of three statements - a
consolidated balance sheet; a consolidated statement of operations and changes in net
assets; and a consolidated statement of cash flows. The consolidated balance sheet
includes all of the System’s assets and liabilities, including assets held by the System
but restricted for specific purposes by contributors, grantors, or enabling legislation. The
consolidated balance sheet provides a basis for computing rate of return, evaluating the
capital structure of the System, and assessing the liquidity and financial flexibility of the
System. The consolidated statement of operations of changes in net assets includes all
revenues and expenses of the System. This statement measures the consolidated
financial results of the System's operations and presents revenue earned and expenses
incurred. The consolidated statement of cash flows provides information about the
System's cash flows from operating activities, capital and related financing activities,
and investing activities, and provides information on the sources and uses of cash
during the year.




HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

FINANCIAL PERFORMANCE

A summary of the System's consolidated statements of revenues, expenses and
changes in net assets follows:

Summary of Operations 2007 2006
Amount Ratio Amount Ratio

Total revenues $ 163,331,507 100.0% $ 149,582,051 100.0%
Salaries and benefits 81,262,901 49.8% 70,517,809 47.1%
Supplies and drugs 31,704,683 19.4% 28,170,169 18.8%
Purchased services 10,117,718 6.2% 9,692,415 6.5%
Depreciation and amortization 7,484,888 4.6% 6,621,901 4.4%
Other 27,057,468 16.6% 23,705,327 15.8%
Total operating expenses 157,627,658  96.5% 138,707,621 92.7%
Operating income 5,703,849 3.5% 10,874,430 7.3%
Nonoperating revenues (expenses), net

and other changes in net assets {2,693,532) -1.6% 1,250,734 0.8%
Change in net assets 3,010,317 1.8% 12,125,164 8.1%
Net assets, beginning of year 85,532,113 73,406,949
Net assels, end of year $ 88542430 $ 85,532,113

During 2007, the System derived substantially all of its revenue from patient services
and other related activities. Revenue includes, among other items, revenue from the
Medicare and Medicaid programs, patients, insurance carriers, preferred provider
organizations, and managed care programs.

vi
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

Other financial performance indicators include:

Cash Fiows Data
From operating activities
From capital and related financing activities
From investing activities

Financial Position
Total assets
Net capital assets
Total liabilities
Long term debt, including current portion

Net assets
Invested in capital assets, net of related debt
Restricted for debt service
Expendable for capital improvements
Expendable for other specific purposes
Held by Foundation
Unrestricted
Total net assets

Days cash on hand

Operating data
Number of staffed beds
Inpatient discharges
Average daily census
Acute average length of stay
Occupancy
Medicare inpatient case mix
Adjusted patient days

2007 2006
$ 6802812 §$ 16,501,642
$ (25431,072) $ (18,739,982)
$ (1,173,954) $ (8,070,498)
$ 174,433,935 $ 171,575,798
$ 84,931,207 $ 70,307,741
$ 82,737,828 $ 84,386,175
$ 62,777,717 $ 64,323,452
$ 28571,067 $ 30,111,727
-0- 569,334
8,472,795 8,096,304
12,440 11,715
3,533,785 3,434,800
47,952,343 43,308,233

$ 88542430 _$ 85532113
105 83

180 180

6,542 6,703

85.6 874

4.3 41

57.1% 58.3%

1.44 1.35

93,240 95,626

The System'’s revenues depend upon inpatient occupancy levels, the ancillary services
and therapy programs ordered by physicians and provided to patients, the volume of
outpatient procedures and the negotiated payment rates for such services. The gross
charges typically do not reflect what is actually paid. The System has entered into
agreements with third party payers, including government prograris and managed care
heath plans, under which payments for healthcare services provided to patients are
based upon predetermined rates per diagnoses or discounts from gross charges. The
System receives a significant portion of its revenues from government health programs,
principally Medicare and Medicaid, which are highly regulated and subject to frequent
and substantial changes. Revenues from Medicare and Medicaid programs increased

vii
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HOWARD REGIONAL HEALTH SYSTEM

MANAGEMENT'S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2007 AND 2006

to 59.1% of gross revenues in 2007 from 55.2% in 2006. Legislative changes continue
to limit or reduce the levels of payments from these programs.

The approximate percentages of gross patient revenues were:

2007 2006
Medicare 48.2% 44 4%
Medicaid 10.9% 10.8%
Blue Cross/Blue Shield 16.1% 21.4%
Commercial 18.0% 17.4%
Other 6.8% 6.0%
100.0% 100.0%

LLONG TERM DEBT

As of December 31, 2007, the System had $62.7 million in short term and long ferm
notes and bonds outstanding, a decrease from the $64.3 million as of December 31,
2006. The System restructured its debt and greatly increased its borrowings in 2005 to
fund capital projects for the next several years and position the System for future
growth. More detailed information about the System's long term debt is presented in
the notes to the consolidated financial statements.

ECONOMIC OUTLOOK

Management believes that the healthcare industry operating margins will continue to be
under significant pressure because of changes in payer mix and growth in operating
expenses in excess of the increase in prospective payments under the Medicare and
Medicaid programs. The ongoing challenge facing the System and the entire
healthcare market is to continue to provide quality patient care in a competitive
environment and to attain reasonable rates for the services it provides while managing
its costs. The most significant cost factor affecting the System and the industry in
general is the spiraling increase in labor costs due to a nationwide shortage of nurses
and other healthcare specialists. The System expects the nursing shortage to continue
and has implemented various initiatives to better position itself to attract and retain
qualified nursing personnel and improve productivity.

CONTACTING THE SYSTEM’S FINANCIAL MANAGEMENT

This report is designed to provide our patients, suppliers, taxpayers, and creditors with a
general overview of the System’s finances and to show the System’s accountability for
the money it receives. If you have questions about this report or need additional
financial information, contact the System at 3500 South Lafountain Street, Kokomo,
Indiana 46904, (765) 453-0702.

viii



HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED BALANCE SHEETS

DECEMBER 31, 2007 AND 2006

ASSETS
2007 2006
Current assets
Cash and cash equivalents $ 11,153,741 § 12571,779
investments 21,271,032 19,701,707
Patient accounts receivabie, net of estimated uncollectibles
of $9,776,697 in 2007 and $6,444,818 in 2006 23,236,941 23,627,937
Other receivables 2,980,747 4,170,463
Inventory and other current assets 5,371,841 4,566,879
Estimated third party settlements 5,907,457 703,156
Current portion of assets whose use s limited 800,000 905,000
Total cumrent assets 70,811,759 66,245,021
Assets whose use is limited
tnternally designated 8,472,795 8,006,304
Held by trustee 6,513,975 24,791,404
Tota! assets whose use is limited 14,986,770 32,887,708
Less current portion 800,000 905,000
Noncurent portion of assets whose use is limited 14,186,770 31,982,708
Capital assets, net 84,931,207 70,307,741
Other assets 4,504,199 3,039,428

Total assets

$ 174,433,935

$ 171,575,798

See accompanying notes to consolidated financial statements.
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HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED BALANCE SHEETS

DECEMBER 31, 2007 AND 2006

LIABILITIES ANDNET ASSETS

Current liabiiities
Accounts payable and accrued expenses
Accrued liabilities
Other current liabitities
Cument partion of loans payable
Current partion of revenue bonds payable
Total current liabilities

{ong term debt

Loans payable
Revenue bonds payable
Total long term debt

Other long term liabilities
Total liabilities
Minority interest

Net assets
Invested in capital assets, net of related debt
Restricted
For debt service
Expendable for capital improvements
Expendable for other specific purposes
Held by Foundation
Total restricted net assets

Unrestricted
Total net assets

Total fiabilities and net assets

2007 2006
$ 6,476,384 7,646,500
16,375,648 9,927,776
2,123,852 1,881,364
394,015 372,076
1,025,044 1,114,872
20,394,943 20,942,588
11,362,864 11,815,666
49,995,794 51,020,838
61,358,658 62,836,504
084,227 607,083
82,737,828 84,386,175
3,153,677 1,657,510
28,571,067 30,111,727
-0- - 569,334
8,472,795 8,096,304
12,440 11,715
3,533,785 3.434,800
12,019,020 12,112,183
47,952 343 43,308,233
88,542,430 85,532,113

$ 174,433935

$ 171,575,798

See accompanying notes to consolidated financial statements.
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HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED STATEMENTS OF REVENUES, EXPENSES

AND CHANGES IN NET ASSETS
YEARS ENDED DECEMBER 31, 2007 AND 2006

Revenues
Net patient service revenue
Other
Total revenues

Operating expenses
Salaries and wages
Employee benefits
Medical professional fees

Medical supplies and drugs
Purchased services
Equipment rentals

Utilities and telephone
insurance
Depreciation and amortization
Other

Total expenses

Operating income

Nonoperating revenues (expenses)
Investment income
Interest expense
Other nonoperating expenses
Nonoperating revenues (expenses), net

Excess revenues over expenses
before other changes in net assets

Other changes in net assets
Unrealized gain (loss) on derivative
Minority interest

Other changes in net assets
Change in net assets

Net assets
Beginning of year
End of year

2007 2006
$ 149,065954 $ 137,261,548
14,265,553 12,320,503
163,331,507 149,582,051
65,960,300 56,264,029
15,302,601 14,253,780
5,444,853 3,663,875
31,704,683 28,170,169
10,117,718 9,692,415
7,154,997 5,801,464
2,730,635 2,547,784
1,073,165 1,016,228
7,484,888 6,621,901
10,653,818 10,675,976
157,627,658 138,707,621
5,703,849 10,874,430
2,724,550 3,290,615
(2,082,089) (1,401,271)
(387,235) (116,892)
255,226 1,772,452
5,959,075 12,646,882
(1,132,195) 769,744
(1,816,563) (1,291,462)
(2,948,758) (521,718)
3,010,317 12,125,164
85,532,113 73,406,949
88542430 $ 85,532,113

See accompanying notes to consolidated financial statements.



HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31, 2007 AND 2006

Operating activities
Cash received from patients and third party payors
Cash paid to vendors for goods and services
Cash paid for employee wages and benefits
Other receipts, net
Net cash flows from operating activities

Capital and related financing activities
Acquisition and construction of capital assets
Gain/loss on disposal of property and equipment
Proceeds from long term debt
[nterest on long term debt
Principal paid on long term debt

Net cash flows from capital and
related financing activities

Investing activities
invesiment income
invesiment in affiliated companies, net
Other nonoperating revenues and expenses
Minority interest
Other changes in investments and assets whose use is limited
Net cash flows from investing activities

Net change in cash and cash equivalents
Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

Reconciliation of cash and cash equivalents
in curent assets
In investments
In assets whose use is limited - intemally designated
In assets whose use is limited - held by trustee

Cash and cash equivalents, end of year

2007

2006

$ 144162649 § 133,574,832

(67,805,755)  (61,999,606)
(82,687440)  (68,163,831)
13,133,358 13,090,247
6,802,812 16,501,642
(21,047,954)  (16,623,663)
144,706 280,797

0- 1,875,766
(2,082,089) (1,401,271)
(1,545,735) (2,871,611)
(25,431072)  (18.739,982)
2,724 550 3,290,615
(539,903) (581,151)
(387,235) (116,892)
(1,816 563) (1,152,697)
(1,154,803) ___ (9,510,373)
(1,173.954) (8,070,498)
(19,802214)  (10,308,838)
38,029,513 48,338,351
$ 18227299 $ 38029,513
$ 11,153,741 12,571,779
529,471 634,640
30,112 31,960
6,513,975 24,791,134

$ 18227299 §$ 38,020,513

See accompanying notes to consolidated financial statements.
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HOWARD REGIONAL HEALTH SYSTEM

CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31, 2007 AND 2006

2007 2006

Reconciliation of operating income to
net cash flows from operating activities
Operating income $ 5,703,848 $ 10,874,430
Adjustments to reconcile operating income
to net cash flows from operating activities

Depreciation and amortization 7,484,888 6,621,801
Bad debts 9,190,107 7,296,806
Changes in operating assets and liabilities
Patient accounts receivable {8,799,111) {10,280,456)
Other receivables 1,189,716 (101,613)
Estimated third party settlements (5,294,301) (1,624,158)
Inventory and other assets (1,938,157} (123,905)
Accounts payable and accrued expenses (1,424,539) 2,353,978
Accrued liahilities and other liabliites 447 872 1,321,598
Cther current liabilities 242 488 162,971
Net cash flows from operating activities $ 6802812 $ 16501.642
Supplemental disclosures of cash flow information
Cash paid for interest, net of capitalized interest of
$885,000 in 2007 and $1,600,000 in 2006 $ 2082089 § 1401271
Noncash capital and related financing activities
Property purchases in accounts payable $ 254423 § 2,081,239

See accompanying notes to consolidated financial statements.
7
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization and Reporting Entity

Howard Regional Health System (the System) is a county-owned facility and
operates under the Indiana County Hospital Law, Indiana Code 16-22. The System
provides short-term inpatient and outpatient health care among other services. The
Board of County Commissioners of Howard County appoints the Governing Board of
the System and a financial benefit/burden relationship exists between the County
and the System. For these reasons, the System is considered a component unit of
Howard County.

Accounting principles generally accepted in the United States of America require
that these consolidated financial statements present the System (primary
government) and its significant component units. The component units discussed
below are included in the System’s reporting entity because of the significance of
their operational or financial relationships with the System. Blended component
units, although legally separate entities are in substance part of the government's
operations and exist solely to provide services for the government; data from these
units is combined with data of the primary government.

Blended Component Units

Howard Regional Health System Foundation, Inc. (the Foundation) is a blended
component unit of the System. The Foundation is a separate not-for-profit entity
organized to support the operations of the System. Financial statements for the
Foundation can be obtained by contacting the Foundation office.

Other component units included in the consolidated financial statements based on
the System’s control of these entities are Howard Regional Specialty Care, LLC,
Midwest Racquetball, Inc. dba Kokomo Sports Center and Howard Community
Surgery Center, LLC. These entities have been consolidated for financial statement
presentation.

All significant intercompany transactions have been eliminated in the consolidated
financial statements.

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America requires management
to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosures of contingent assets and liabilities at the date of the
consolidated financial statements and the reported amounts of revenues and
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

expenses during the reporting period. Actual results could differ from those
estimates.

Enterprise Fund Accounting

The System utilizes the enterprise fund method of accounting whereby revenues
and expenses are recognized on the accrual basis. Substantially alt revenues and
expenses are subject to accrual.

Accounting Standards

Pursuant to Governmental Accounting Standards Board {(GASB) Statement No. 20,
Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities That Use Proprietary Fund Accounting, the System has elected to apply the
provisions of all relevant pronouncements of the Financial Accounting Standards
Board (FASB), including those issued after November 30, 1989, that do not conflict
with or contradict GASB pronouncements.

[nvestments
Certificates of deposit, demand deposits and similar negotiable instruments that are
not reported as cash and cash equivalents are reported as investments at cost or

amortized cost which approximates fair value.

Mutual funds are reported at fair value based on the fund's market price. Other
money market investments are reported at fair value.

Other investments are generally reported at fair value.
Investment income, including changes in the fair value of investments, is reported as
nonoperating income in the consolidated statements of revenues, expenses and

changes in net assets.

Patient Accounts Receivable and Revenues

Patient revenues and the related accounts receivable are recorded at the time
services to patients are performed. The System is a provider of services to patients
entitled to coverage under Titles XVIIl and XIX of the Health Insurance Act
(Medicare and Medicaid). The System is reimbursed for Medicare and Medicaid
inpatient services based on a fixed price per discharge for each diagnosis related
grouping (DRG). The System is reimbursed for Medicare and Medicaid outpatient
services based on a fixed price per clinical unit of service. Differences between the
total program billed charges and the payments received are reflected as deductions
from revenue. At the System's year-end, a cost report is filed with the Medicare
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

program computing reimbursement amounts related to Medicare patients. The
difference between computed reimbursement and interim reimbursement is refiected
as a receivable from or payable to the third-party program. These programs have
audited the year-end cost report filed with the Medicare program through December
31, 2005 with differences reflected as deductions from revenue in 2007. During
2007 and 2006, the System recognized approximately $93,000 and $341,000,
respectively, to income due to the differences between original estimates and
subsequent revisions for the final settlement of cost reports.

Management estimates an allowance for uncollectible patient accounts receivable
based on an evaluation of historical losses, current economic conditions, and other
factors unique o the System'’s customer base.

Charity Care

The System provides care to patients who meet certain criteria under its charity care
policy without charge or at amounts less than its established rates. Because the
System does not collect amounts deemed to be charity care, they are not reported
as revenue.

Inventory

Inventory is valued at the lower of cost or market with cost being determined on the
first-in, first-out (FIFO) method.

Assets Whose Use is Limited

Assets whose use is limited are stated at fair market value in the consolidated
financial statements. These assets include investments designated by the System’s
Board of Trustees for internal purposes, investments restricted by donors for a
specific purpose and investments held by trustees for debt service and capital
expenditures. These investments consist primarily of cash and cash equivalents,
certificates of deposit, US government securities and mutual funds. Investment
interest, dividends, gains and losses, both realized and unrealized are included in
nonoperating revenues (expenses) in the consolidated statements of revenues,
expenses and changes in net assets.

10
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

Capital Assets and Depreciation

Capital assets such as property and equipment are stated at cost and include
expenditures for new additions and other costs added fo existing facilities which
exceed $500 and meet certain useful life thresholds. Maintenance, repairs and
minor renewals are expensed as incurred. The System provides for depreciation of
property and equipment using annual rates, which are sufficient to depreciate the
cost of depreciable assets over their estimated useful lives using the straight-line
method. The range of useful lives in computing depreciation is as follows:

Range of
Description Useful Lives
Land improvements 15 years
Buildings and fixed equipment 4-50 years
Major moveable equipment 5-15 years

Net Assets

Net assets of the System are classified in three components. Net assets invested in
capital assets net of related debt consist of capital assets net of accumulated
depreciation and reduced by the current balances of any outstanding borrowings
used to finance the purchase or construction of those assets. Restricted net assets
are noncapital net assets that must be used for a particular purpose, as specified by
creditors or donors outside the System, including amounts deposited with trustees
as required by revenue bond indentures, amounts designated for capital
improvements and net assets held by the Foundation. Unrestricted net assets are
remaining net assets that do not meet the definition of net assets invested in capital
assets net of related debt or restricted net assets.

Consolidated Statements of Revenugs, Expenses and Changes in Net Assets

The System's consolidated statements of revenues, expenses and changes in net
assets distinguish between operating and nonoperating revenues and expenses.
For purposes of display, transactions deemed by management to be ongoing, major
or central to the provision of healthcare services are reported as revenues and
expenses. Peripheral or incidental transactions such as investment activities are
reported as nonoperating gains or losses.

Consolidated Statements of Cash Flows

For the purposes of the consolidated statements of cash flows, cash and cash
equivalents include demand deposits and investments in highly liquid debt
instruments with an original maturity date of three months or less from the date of
purchase. Capitalized interest expense was $885,000 and $1,600,000 for 2007 and

11
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

2006, respectively. Capitalized interest income was $591,000 and $1,326,000 for
2007 and 2006, respectively.

Cost of Borrowing

Interest cost incurred on borrowed funds during the period of construction of capital
assets is capitalized as a component of the cost of acquiring those assets.

Bond Issue Costs

The System provides for the amortization of costs incurred for the issuance of bonds
over the life of the debt. Bond issue costs net of accumulated amortization were
$656,701 and $706,217 as of December 31, 2007 and 2006, respectively.

Fair Value of Financial Instruments

Financial instruments consist of cash and cash equivalents, patient accounts
receivable, assets whose use is limited, accounts payable, accrued liabilities,
estimated third-party settlements and long-term debt. The carrying amounts
reported in the consolidated balance sheets for cash and cash equivalents, patient
accounts receivable, accounts payable, accrued liabilities and estimated third-party
settlements approximate fair value.

The fair values of assets whose use is limited are estimated based on quoted market
prices for those or similar investments. The fair value of the System’s long-term
debt is estimated based on market prices for similar issues on current rates offered
to the System. As of December 31, 2007 and 2006, the carrying value of the
System'’s long-term debt approximated its fair value.

Federal or State Income Taxes

The System is exempt from taxation as a not-for-profit organization under the
Internal Revenue Code as an extension of the county government and, therefore, no
provision for income taxes has been made.

Compensated Absences

The System’s policy on compensated absences (which include vacation, sick leave
and holidays) allows full time employees and regular part time employees to accrue
days off, to @ maximum of 480 hours. Compensated absences are accrued when
incurred and reported as a liability on the consolidated balance sheets.

12



HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

Advertising Costs

The System’s policy is to expense advertising costs when the advertising first takes
place. Advertising expenses were $1,205,442 and $1,089,209 in 2007 and 2006,
respectively. -

Litigation
The System is involved in litigation arising in the normal course of business. After
consultation with legal counsel, management estimates that these matters will be

resolved without material adverse effect on the System’s future financial position or
resuits from operations.

Risk Management |

The System is exposed to various risks of loss from torts; theft of, damage to, and
destruction of assets; business interruption; errors and omissions; employee injuries
and illnesses; natural disasters; employee heaith, dental, and accident benefits.
Commercial insurance coverage is purchased for claims arising from such matters.

Medical Malpractice Claims

The System participates in the Indiana Medical Malpractice Act which limits the
maximum recovery to $1,250,000 per occurrence, the first $250,000 of which would
be the responsibility of the System, with the balance paid by the State of Indiana
Patient Compensation Fund. The System carries an occurrence basis insurance
policy covering the System's $250,000 of exposure per claim. Accordingly, the
System has not recorded any provision of self-insured medical malpractice claims.

Reclassifications

Certain amounts from the 2006 financial statements have been reclassified to
conform to the current year presentation. Certain 2006 elimination amounts were
reclassified resulting in a change to the 2006 consolidated net assets of
approximately $139,000. There were no changes in the individual net assets of the
System or its affiliates as of December 31, 2006 only in the consolidated reporting.

NET PATIENT SERVICE REVENUE

The System has agreements with third-party payors that provide for reimbursement
to the System at amounts different from its established rates. Estimated contractual
adjustments under third-party reimbursement programs represent the difference
between the System’s billings at standard rates and amounts reimbursed by third-
party payors. They also include any differences between estimated third-party

13
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

reimbursement settlements for prior years and subsequent final settlements. A
summary of the reimbursement arrangements with major third-party payors is as
follows:

Medicare

Medicare inpatient services are reimbursed based on a predetermined amount for
each case based on the diagnosis associated with the patient (Prospective Payment
Hospital). These rates vary according to a patient classification system that is based
on clinical, diagnostic and other factors. The prospectively determined rates are not
subject to retroactive adjustment. The System'’s classification of patients under the
Prospective Payment Hospital and the appropriateness of patient admissions are
subject to validation reviews by the Medicare peer review organization which is
under contract with the System to perform such reviews. Medicare outpatient
services are primarily reimbursed on predetermined rates based on the services
provided.

Medicaid

The System is reimbursed for Medicaid inpatient services under a prospectively
determined rate-per-discharge and is not subject to retroactive adjustment. The
differences between standard charges and reimbursement from these programs are
recorded as confractual adjustments. Reimbursement for Medicaid outpatient
services is based on predetermined rates, and is not subject to retroactive cost
based settlements.

The System is eligible for the Indiana Medicaid Supplemental programs including
Medicaid Disproportionate Share Hospital and Municipal Upper Payment Limit
programs. The System recognized reimbursement from these programs within net
patient revenue of approximately $9,333,000 and $3,253,000 during 2007 and 20086,
respectively. These programs are Federal programs administered by the state.

Other Payors

The System also has entered into payment agreements with certain commercial
insurance carriers and preferred provider organizations. The basis for payment to
the System under these agreements includes prospectively determined rates per
discharge, discounts from established charges and prospectively determined daily
rates.

14



TT O T e e e e e W e W W W W S W

HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

The following is a summary of net patient service revenue for 2007 and 20086:

2007 2006

Inpatient routine services $ 40274624 $ 37,280,743
Inpatient ancillary services 78,064,765 72,038,264
Outpatient ancillary services 201,241,759 181,283,749

Gross patient service revenue 319,581,148 290,602,756
Contractual allowance 154,498,014 140,576,996
Charity care 6,827,073 5,467,316
Bad debts 9,190,107 7,296,896

Deductions from revenue 170,515,194 153,341,208
Net patient service revenue $ 149065,954 $ 137,261,548

CHARITY CARE

The System maintains records to identify and monitor the level of charity care it
provides. These records include the amount of services and supplies furnished
under its charity care policy. Charity care provided was $6,827,073 and $5,467,316
for 2007 and 20086, respectively,

INVESTMENTS

Investments are recorded at fair value and consist of the following as of December
31:

2007 2006
Cash and cash equivalents $ 529,471 $ 634,640
Mutual funds - equity 12,148,170 12,911,261
Mutual funds - fixed income 8,593,391 6,155,806

$ 21271032 § 19,701,707

15
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» :

) NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
!'\' DECEMBER 31, 2007 AND 2006

® 5 ASSETS WHOSE USE IS LIMITED

!\

» The classification of assets whose use is limited includes:

]

Internally designated - Amounts transferred by the System’s Board of Trustees
through funding depreciation expense. Such amounts are to be used for
equipment and building, remodeling, repairing, replacing or making additions to
the System buildings as authorized by IC 16-22-3-13.

Funds held by trustee - System funds deposited with a trustee and limited as to
use in accordance with the requirements of a trust indenture for debt service and
capital construction.

Assets whose use is limited that are required for obligations classified as current
liabilities are reported in current assets. The composition of assets limited as o use
includes the following as of December 31:

2007 2006
Internally designated
Cash and cash equivalents $ 30,112 § 31,960
Mutual funds - equity 4,968,801 5,360,688
Mutual funds - fixed income 3,473,882 2,703,916
8,472,795 8,096,574
Held by trustee
Cash and cash equivalents 6,513,975 24,791,134

Total asseis whose use is limited _ $ 14,086,770 $ 32,887,708

6. DEPOSITS AND INVESTMENTS

Deposits with financial institutions in the State of Indiana at year end were entirely
insured by the Federal Depository insurance Corporation or by the Indiana Public
Deposit Insurance Fund. This includes any deposit accounts issued or offered by a
qualifying financial institution.

Investments are carried at fair market value. Net realized gains and losses on

security transactions are determined on the specific identification cost basis.

Funded depreciation investments consist of cash equivalents and mutual funds.

Market value approximated cost as of December 31, 2007 and 2006. :
/

16
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

The System's investments generally are reported at fair value, as discussed in Note
1. As of December 31, 2007 and 2006, the System had the following investments
and maturities, all of which were held in the System’s name by custodial banks that
are agents of the System:

December 31, 2007

Investment Maturities (in years)

Canying Less More

Amourit than 1 1-5 6-10 than 10
Mutual funds - equity $ 17116971 $ 17116971 § -0 $ 0- $ -0
Mutual funds - fixed income 12,067,273 12,067,273 -0- -0- -0-

$ 20184244 $ 29,184244 § -0 § 0 § -0

December 31, 2006

Invesiment Maturities (in years)

Carmrying Less More

Amount than 1 16 6-10 than 10
Mutual funds - equity $ 18271959 §$ 18,271,958 § -0 3 -0 $ -0
Mutual funds - fixed income 8,859,722 8,859,722 (O -0- -0

§ 27131681 _$ 27,131,681 § -0 % 0- § -0

Interest rate risk — The System does not have a formal investment policy that limits
investment maturities as a means of managing its exposure to fair value losses
arising from changing interest rates.

Credit risk — Statutes authorize the System to invest in interest bearing deposit
accounts, passbook savings accounts, certificates of deposit, money market
accounts, mutual funds, pooled fund investments, securities backed by the full faith
and credit of the United States Treasury and repurchase agreements. The statutes
require that repurchase agreements be fully collateralized by U.S. Government or
U.S. Government Agency obligations.

Concentration of credit risk — The System maintains its investments, which at times
may exceed federally insured limits. The System has not experienced any losses in

such accounts. The System believes that it is not exposed to any significant credit
risk on investments.

17



HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 20086

Deposits and investments consist of the following as of December 31:

2007 2006
» Carrying amount
Deposits $ 18,227,299 $ 38,020,513
» Mutual funds - equity 17,116,971 18,271,959
» Mutual funds - fixed income 12,067,273 8,859,722
p $ 47,411,543 $ 65161,194
»
» Included in the balance sheet captions
» Cash and cash equivalents $ 11,153741  § 12,571,779
. Investments 21,271,032 19,701,707
Internally designated 8,472,795 8,096,304
b Held by trustee 6,513,975 24,791,404
] $ 47.411,543 $ 65,161,194
]
]
) CAPITAL ASSETS
) A summary of capital assets includes the following as of December 31:
)
December 31 December 314
) 2006 Additions ___ Refirements  Transfers 2007
} Land $ 644187 -0 % D B 0- § 544,187
Land improvements 2,285,002 334,223 (6,540) 576,845 3,199,230
) Buildings and improvements 69,384,756 325,066 (33,305) 10,257,426 79,933,043
, Equipment 43,642,488 3,152,655 (2,482,567) 6,642,300 50,954,946
Construction in progress 16,075.668 18,390,433 (86,196) _ (17,476,361)  16.903 544
j Total capital assets 132,042,101 22,202,377 (2,608,628) 0- 151,635,850
i Less accumulated depreciation
Land improvements 1,045,261 203,122 (5,804} -0 1,242,579
Buildings and improvements 31,840,283 2,867,639 (31,041) - 34,676,881
Equipment 28,848.816 4,363,444 (2,427.077) 0 30,785,183
Total accumulated depreciation 61,734,360 7434205 (2,463,922} 0- 66,704,643
Capital assefs, net 8 70307741 $ 14768172 § (144708) $ 0- $ 84,931,207

18



HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

SeSBBE

December 31 Decernber 31
2005 Additions Retirements Transfers 2006
= Land $ 644187 § 0§ 0§ 0- § 644187
!/ Land improvements 2,274,008 125,857 (2,632) (102,231) 2,295,002
Buildings and improvements 67,045,094 107,956 (329,371) 2,561,077 69,384,756
Equipment 39,834,12¢ 3,632,443 (629,305) 805,221 43,642 488
Construction in progress 4,501,089 14,838,646 -0~ (3,264,067) 16,075,668
Total capital assets 114,298,507 18,704,902 {961,308) -0- 132,042,101
Less accumulaied depreciation
Land improvements 898,521 149,288 (2,548) -0- 1,045,261
Buildings and improvements 29,384,749 2,778,495 (322,961) -0- 31,840,283
Equipment 25,509,700 3,694,118 (355,002) -0- 28848816
Total accumulated depreciation £5,792 970 6,621,901 (680,511} -0- 61,734,360
Capital assefs, net $ 58,505,537 $ 12083001 $ (280797) & -0- $ 70,307,741

8. LONG TERM DEBT

The System has the following bond issues outstanding with the indiana Health
Facility Financing Authority (IHFFA) and other local financial institutions as of
December 31, 2007 and 2006:

« 1997 IHFFA Revenue Bonds, original issue $6,800,000, paid off during 2007.

* 2005 IHFFA Revenue Bonds, original issue $50,000,000, due through January
2035, variable interest rate of 3.51% as of December 31, 2007, secured by

letters of credit in the amounts of approximately $50,000,000 expiring through
August 2010.

+ 2006 IHFFA Revenue Bonds, original issue $1,875,766, due through January
2013, variable interest rate of 4.79% as of December 31, 2007, secured by a

letter of credit in the amount of approximately $1,400,000 expiring in August
2008.

* Loans payable with local financial institutions, due through 2026 at fixed interest
rates at 5.82% as of December 31, 2007, secured by certain System assets,
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

A summary of long term debt for 2007 and 2006 follows:

December 31 December 31 Curmrent
2006 Borowings Payments 2007 Portion
Revenue bonds
1997 IHFFA Bonds $ 600,000 % - § (B00,000) $ 0- % -
2005 IHFFA Bonds 50,000,000 e (305,000} 49,695,000 800,000
2006 {HFFA Bonds 1,535,710 - (209,872 1,325 838 225044
Total revenue bonds 52,136,710 0 (1,114,872} 51,020,838 1,025,044
L.oans payable 12,187,742 -0 (430,863) 11,756,879 39415
Total Jong term debt $ 64323452 § 0- $§ (1.,545735) § 2777717 8% 1,419,059
Becember 31 Decembar 31 Cuirent
2065 Borrowings Payments 2008 Portion
Revenue bonds ;
1997 IHFFA Bonds $ 1,200,000 $ 0- § (600,000 $ 6C0,000 $ 600,000
2005 IMFFA Bonds 50,000,000 Rt -0- 50,000,000 305,000
2005 HFFA Bonds - 1,875,766 (340,058) 1,835,710 209,872
Total revenue bonds 51,200,000 1,875,766 {240,056} 52,135,710 1,114 872
Loans payable 14,119,297 -0- {1,931,555) 12,187,742 372078
Total tong term debt $ 65319297 §$ 1875766 § (2,871611) § 64323452 § 1486948
Maturities for the years subsequent to December 31, 2007 are as follows:
Year_s Ending
December 31, Principal Interest Total
2008 $ 1,419,050 $ 2,463,200 §$ 3,882,349
. 2009 1,445,250 2,401,987 3,847,237
2010 1,520,645 2,404,985 3,925,631
2011 1,693,674 2,337,398 3,931,072
2012 1,669,509 2,266,019 3,935,627
2013-2017 7,799,065 10,325,482 18,180,094
2018-2022 0,743,018 8,429,289 18,172,308
2023-2027 12,767,496 6,013,517 18,781,013
2028-2032 14,675,000 3,432,713 18,107,713
2033-2035 10,145,000 743,138 10,888,138
$ 62,777,717 $ 40,817,817 $ 103,661,081

The bonds require the System to maintain certain financial ratios and restrictive
covenants. As of December 31, 2007 and 2006, the System was in compliance with
the financial ratios and covenants. The System has construction contract
commitments of approximately $6 million and $25 million outstanding as of
December 31, 2007 and 2006, respectively.

20
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

The System has an interest rate swap agreement related to the 2005 Revenue
Bonds.

The System has lines of credit with local financial institutions. The lines bear interest
at rates ranging from a fixed rate of 5% to a variable rate of prime less .25% and
expire on demand. There were no borrowings outstanding on the lines of credit as
of December 31, 2007 and 2006.

DERIVATIVE LIABILITY

During the year ended December 31, 2005, the System entered into two “cash flow
hedge interest rate swap” agreements with a financial institution. The System pays
a fixed interest rate (3.55% as of December 31, 2007 and 2008) and the financial
institution pays a variable interest rate (3.51% and 4.05 % as of December 31, 2007
and 2006, respectively) over the term of the agreements.

The System’s objective is to provide protection against market driven increases in
variable interest rates. The fair value of each agreement was determined by the
financial institution using the present value of the estimated projected cash flows.
The System is in a liability position as of December 31, 2007 and an asset position
as of December 31, 20086, due to the present value of its estimated projected cash
flows being less than the financial institution’s present value of estimated projected
cash flows.

The first swap was effective on October 3, 2005 and matures on January 1, 2035. |t
contains an outstanding notional amount of $30,000,000 with a 3.55% fixed rate of
interest and is a derivative liability for the System with a fair vaiue as of December
31, 2007 of $646,787 and a derivative asset as of December 31, 2006 of $202,323.

The second swap was effective on October 3, 2005 and matures on January 1,
2035. It contains an outstanding notional amount of $10,000,000 with a 3.55% fixed
rate of interest and is a derivative liability for the System with a fair value as of
December 31, 2007 of $215,565 and a derivative asset as of December 31, 2006 of
$67,520.

The unrealized loss on derivative for 2007 was $1,132,195, The unrealized gain on
derivative for 2006 was $769,744. The asset (liability) is only receivable (payable)
upon termination of the agreements by the System. The asset is recorded in other
assets and the liability is in other long term liabilities on the consolidated balance
sheets.
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 20086

PENSION PLAN

The System has a defined contribution pension plan as authorized by IC 16-22-3-11.
The plan provides retirement, disability and death benefits to plan members and
beneficiaries. The plan was established by written agreement between the System’s
Board of Trustees and the plan administrator. The plan administrator issues a
publicly available financial report that includes financial statements and required
supplementary information of the plan. Contact the System's human resource
department for information on the plan

Total pension expense for 2007 and 2006 was $3,099,327 and $2,895,277,

respectively. The current employer contribution rate is 8% of annual covered
payroll.

COMMITMENTS AND CONTINGENCIES

Operating Leases

Leases that do not meet the criteria for capitalization are classified as operating
leases with related rentals charged to operations as incurred. Leases expire through
2012. Total rental expense in 2007 and 2006 for all operating leases was
$3,643,868 and $3,206,336, respectively.

Minimum payments under operating lease agreements for the years subsequent to
December 31, 2007 are as follows:

Years Ending

December 31,
2008 $ 1,253,103
2009 1,134,021
2010 439,810
2011 291,552
2012 27,500
$ 3,145,986
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

12. CONCENTRATIONS

The System grants credit without collateral to its patients, most of whom are local
residents and are insured under third-party payor agreements. The mix of
receivables from patients and third party payors as of December 31, 2007 and 2006
was as follows: -

2007 2006
Medicare 34% 33%
Medicaid 1% 8%
Blue Cross 14% 17%
Other third party payors 14% 15%
Self-pay 27% 27%

100% 100%

The blended component units of the System maintain cash in accounts, which at
times may exceed federally insured limits. The blended component units have not
experienced any losses in such accounts. The blended component units believe
that it is not exposed to any significant credit risk on cash and cash equivalents.

13.  INVESTMENTS IN AFFILIATED COMPANIES

North Central Indiana Linen Service, Inc.

The System owns 33% of North Central Indiana Linen Service. The investment is
accounted for under the equity method. Summarized financial information as of
December 31 follows:

2007 2006
Assets $ 1,115,995 $ 1,263,118
Liabilites 261,392 498,837
Equity 854,603 764,281
Revenue 1,608,894 1,594,695
Expenses 1,480,977 1,449,389
Net income 127,917 145,306

Imaging Center of North Central indiana

The System entered into an agreement with St. Joseph's Hospital, DCNHS of
Kokomo, Indiana, and established the Imaging Center of North Central Indiana, a
501(c)3) corporation, whose exempt purpose is the provision of magnetic imaging
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14.

HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

services to the residents of the Kokomo area. Howard Regional Health System and
Saint Joseph's Hospital were equal corporate members as of December 31, 2007
and 2006. The investment is recorded on the equity method. Summarized financial
information as of December 31 foliows:

2007 - 2006
Assets $ 7,021,213 $ 8,530,337
Liabiliies 5,101,507 6,313,931
Equity 1,919,706 2,216,406
Revenue 5,190,338 5,263,630
Expenses 5,487,039 5,353,759
Net loss (296,700) (90,129)

Effective January 1, 2008, the System acquired 100% ownership of the Imaging
Center of North Central indiana.

Kokomo LTACH. LLC

In December 2007, the System invested $210,000 for 35% ownership in Kokomo
LTACH, LLC to operate a long-term acute care hospital in Kokomo, Indiana. There
was no financial activity for Kokomo LTACH, LLC in 2007 other than the
capitalization of the entity.

PHYSICIAN RELOCATION AGREEMENTS AND OTHER MINIMUM
REVENUE GUARANTEES

Consistent with the System's policy on physician relocation and recruitment, the
System provides income guarantee agreements to certain physicians who agree to
relocate to the community to fill a need in the System’s service area and commit to
remain in practice there. Under such agreements, the System is required to make
payments to the physicians in excess of the amounts they earn in their practice up to
the amount of the income guarantee. The income guarantee periods are typically
one to three years. Such payments are recoverable from the physicians if they do
not fulfill their commitment period to the community, which is typically three years.
The System also provides minimum revenue collection guarantees to System-based
physician groups providing certain services at the System with terms ranging from
one to three years. As of December 31, 2007, the maximum potential amount of
future payments under these guarantees was approximately $250,000.
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HOWARD REGIONAL HEALTH SYSTEM

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 20086

In accordance with FASB Staff Position FIN 45-3, “Application of FASB
Interpretation No. 45 to Minimum Revenue Guarantees Granted o a Business or Its
Owners,” as of December 31, 2007 and 2008, the System recorded a liability of
approximately $122,000 and $607,000, respectively, for the fair value of new or
modified guarantees entered into with an offsetting asset recorded in other assets on
the accompanying balance sheet, which will be amortized over the commitment
period.

SELF FUNDED HEALTH INSURANCE

The System is self funded for medical and related health benefits provided to
employees and their families. A stop/loss policy through commercial insurance
covers individual claims in excess of $100,000 per year. Provisions are made for
unexpected and unusual claims.

Claim expenditures and liabilities are reported when it is probable that a loss has
occurred and the amount of the loss can be reasonably estimated. These losses
include an estimate of claims that have been incurred but not reported. Self funded
health insurance and related expenses were $6,407,823 and $6,855,835 in 2007
and 2006, respectively. A progression of unpaid ctaims for 2007 and 2006 follows:

2007 2006
Unpaid ciaims, beginning of year $ 1,300,742 $ 1,151,614
Incurred claims and changes in estimates 6,407,823 6,855,835
Claim payments {6,545,676) (6,706,707)
Unpaid claims, end of year $ 1,162,889 $ 1,300,742
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